11 U.S.C. § 1126(a)
Bankr. Rule 3017(e)
St andi ng

In re Shilo Inn, D anond Bar, LLC, Case No. 302-32435

10/ 18/ 02 ELP Publ i shed

Debt ors sought an order determ ning procedures for voting by
beneficial holders of trust indebtedness. Debtors are obligors
on |oans that are held by trusts. The trusts hold pool s of
| oans, including debtors’ |oans, in which investors have
certificates of interest. Debtors proposed a plan of
reorgani zati on and sought a determ nation that the certificate
hol ders, not the servicer of the | oans on behalf of the trusts,
nmust vote the trusts’ clains.

The court first held that a third party to the dispute did
not have standing to provide argunent and evi dence, because the
third party is not directly affected by a determ nation of who
can vote the trusts’ clains.

The court also held that the certificate holders do not have
aright to vote the trusts’ clains. The opinion discusses the
di fference between REM C trusts and certificate holders, on the
one hand, and indenture trustees and bond hol ders, on the other.
The court concluded that the clainms belong to the trusts, not to
the individual certificate holders, and therefore the servicer of
the loans could vote the clains on the trusts’ behalf. The fact
that the pooling and servicing agreenents under which the
servicer operates may require the servicer to vote against the
pl an does not nean that the certificate holders should instead be
allowed to vote on the plan.
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UNI TED STATES BANKRUPTCY COURT

FOR THE DI STRI CT OF OREGON
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Debtors have filed a Motion for Order Determ ning Procedures
for Voting by Beneficial Holders of Trust |ndebtedness. They seek,
pursuant to Bankruptcy Rule 3017(e),! to have the court determ ne
procedures for transmtting debtors’ proposed plan, disclosure
statenment and ballots to the holders of certificates of interest in
trusts holding |oans that include |oans to debtors. The issue is
whet her the special servicer of the | oan pools may vote the trusts’
cl aims, or whether those clains nust be voted by the certificate
hol ders. For the reasons expl ai ned below, | conclude that the
speci al servicer may vote the clains, and therefore will deny the
not i on.

FACTS

Debtors are 27 limted liability conpanies (LLCs), each of
whi ch owns real property on which a Shilo Inn hotel is operated.
Prepetition, debtors obtained secured | oans in an anpbunt aggregating
approxi mat el y $159, 000, 000. Those | oans are now i ncluded in pools
of loans held in three trusts (Trusts 1-3). LaSalle Bank Nati onal
Association is the trustee for Trusts 1 and 2; State Street Bank and
Trust Conpany is the trustee for Trust 3. The trusts then sold the
beneficial interests in the pools of |oans, including |oans to
debtors and other entities, to investors who received certificates
evidencing their interests. The certificates are divided into

different classes, each of which has different rights with regard to

. Unl ess otherw se indicated, all chapter, section and rule
references are to the Bankruptcy Code, 11 U S. C. 88 101-1330, and to
t he Federal Rul es of Bankruptcy Procedure, Rules 1001-9036.
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di stributions fromamunts collected on the pooled |oans. This
arrangenment has been referred to by the parties as “securitized
loans.” Criim WMae Services Limted Partnership (Criim Mae) is the
speci al servicer for the pools of |oans held by all three trusts.
Debtors listed their debts to the trusts in their bankruptcy
schedules. Criim Mae asserts that, under the Pooling and Servicing
Agreenents (PSAs) that govern its actions as special servicer, it is
entitled to vote on behalf of the trusts on debtors’ proposed
chapter 11 plan of reorganization.? Debtors assert that provisions
of the PSAs restrict Criim W©Mae's ability to vote in favor of the
pl an, and therefore the beneficial holders of the trust indebtedness

nmust be able to vote on the plan.

A
A
A
A
I
I
2 There are three PSAs for the |oans on which debtors are

obligated, one PSA for each trust. At the trial in the adversary
proceeding Shilo Inn, Dianond Bar, LLC v. LaSalle Bank Nati onal
Assoc. et al., Adv. No. 02-3180 (Bankr. D. O.), | admtted the
three PSAs into evidence as Exhibits 681, 682 and 683. The three
PSAs are substantially simlar, although the specific section
references are not identical. Both parties refer to and rely on the
PSAs, therefore | wll take judicial notice of themfor purposes of
this nmotion. See Fed. R Evid. 201. 1In deciding this notion,

will primarily rely on and refer to Exhibit 681, which is the
Decenber 1, 1997 PSA for Commercial Mortgage Pass-Through
Certificates Series 1997-M.1 (Trust 1).
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DI SCUSSI ON
1. St andi ng of Shil o Managenent Conpany

At the initial hearing on this notion, which was held at the
sane tinme as the disclosure statenment hearing, | asked the parties
to provide the court with further briefing with regard to the issues
rai sed by the notion. Shilo Managenent Conpany (SMC) filed a letter
and exhi bits, providing argunment and evidence for the position that
the certificate holders are the appropriate parties to vote on
debtors’ plan.

The trusts object to ny consideration of SMC s subm ssi ons,
arguing that SMCis not a party to this notion and was not asked to
provi de briefing on the issues raised by the notion.

The parties to this notion are debtors and the trusts,
represented by Criim Mae. SMCis not a party.® It has no direct
stake in the outconme of the nmotion. |In order to have standing, a
person nust be “aggrieved’” by the bankruptcy court’s action. See In

re CFLC, Inc., 89 F.3d 673, 675 (9th Cr. 1996); In re Commercia

Western Finance Corp., 761 F.2d 1329, 1334 (9th Cr. 1985); In re

Fondiller, 707 F.2d 441, 442-43 (9th Gr. 1983). A person is
aggrieved if the person is “directly and adversely affected

pecuniarily by an order of the bankruptcy court.” Fondiller, 707

3 Counsel for SMC appeared tel ephonically at the disclosure
statenent hearing. |In response to a cormment offered by counsel for
SMC on this notion, | suggested that counsel mght be able to assist
debtors in preparing their brief. However, | did not ask SMC to
submt its own brief and did not intend to give SMC standing to
argue this notion.
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F.2d at 442. The party asserting standing nust show that the
bankruptcy court’s order either dimnishes its property, increases
its burdens, or detrinmentally affects its rights. Fondiller, 707

F.2d at 442; In re G ordano, 212 B.R 617 (9th G r. BAP 1997).

SMCis athird party to the voting rights dispute. Its
interests will not be directly affected by a determ nation of
whether Criim Mae or the certificate holders may vote the clains of
the trusts against debtors. Therefore, | wll sustain the trusts’
objection and will not consider SMC s subm ssions.

2. Voting rights*

Bankruptcy Code 8§ 1126(a) provides that “[t] he holder of a

claimor interest allowed under section 502 of this title nmay accept

or reject a plan.” Cains are deened allowed unless a party in
interest objects. 8 502(a). In this case, the trusts filed proofs
4 Debtors filed their notion pursuant to Rule 3017(e), which

allows the court to enter an order that “provides for transm ssion
of the plan and di scl osure statenent together with associ ated
materials to creditors, equity security holders and, in a chapter 11
case, the United States trustee.” 9 Lawence P. King, Collier on
Bankruptcy T 3017.02[1] (15th ed. Rev. 2001). The trusts argue that
the rul e does not apply because the creditors and equity security
hol ders to which the rule refers are creditors and equity hol ders of
the debtor, not creditors and equity security holders of creditors
of the debtor. Debtors do not claimthat Rule 3017(e) applies if
the certificate holders are not entitled to vote on the plan; the
pur pose of providing themw th the plan and disclosure statenent and
ot her associated materials is to informtheir votes on the plan.

The issue distills to whether the certificate holders rather than
Criim Mue are entitled to vote the trusts’ clainms. Debtors do not
dispute Criim Mae’'s authority to act on behalf of the trusts; they
argue rather that the certificate holders are the proper entities to
vote the clains, not the trustees or an agent of the trustees.
Therefore, | will address the underlying issue of whether the
certificate holders are entitled to vote on the plan.
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of claimin each case and no objections have been filed. Therefore,
pursuant to 8 502(a), those clainms are deened al |l owed.

Only a holder of a claimnmay vote to accept or reject a plan.
Debtors argue that the certificate holders are the beneficial owners
of the loans to debtors, and therefore are the proper parties to
vote. They conpare the relationship between the certificate hol ders
and the trusts to that between bondhol ders and an indenture trustee.
According to debtors, because bondhol ders are entitled to vote on a
plan in a reorgani zation of the entity that issued the bonds, the
certificate holders in this case should be able to vote on debtors’
proposed plan of reorgani zation. Debtors also argue that, as a
practical matter, the PSAs require Criim Mae to oppose the plan on
behal f of the trusts.® Because Criim Mae is contractually bound to
vote to reject debtors’ plan as proposed, debtors argue that the
certificate holders should be able to vote, because they are not
simlarly constrained.

The trusts argue that indenture trustees and bond hol ders are
very different fromREM C® trusts and certificate holders, and that

the trusts, not the certificate holders, hold the clains agai nst

> As | explain in nore detail below, the PSAs limt Criim
Mae’' s discretion in servicing and adm nistering the | oans. For
exanple, Criim Mae as special servicer may not grant an extension
of the maturity of a loan for nore than a year or nodify a nonetary
termof a nortgage | oan, or accept substitute or additional
collateral, without the approval of the controlling class
representative. See Exh. 681 at § 3. 27.

6 The trusts in this case are real estate nortgage

i nvestnment conduits, or REMCs. See 26 U S.C. 8§ 860D (defining
REM C) .
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debtors. They point to provisions in the PSAs that |limt the rights
of certificate holders to control the actions of the special
servicer inits actions on behalf of the trust.

| conclude that the clains belong to the trusts, not to the
i ndi vidual certificate holders, and therefore Criim Mae as agent
for the trusts may vote the trusts’ clainms. First and forenost, the
certificate holders in this case hold certificates evidencing a
beneficial interest in the trust funds. The trust assets include
| oans on which debtors are obligated. Debtors are not obligated to
the certificate holders. Likew se, the certificate holders do not
have any direct interest in the obligations of debtors. Their
interest is in the assets of the trusts. The trusts are creditors
of the Shilo Inn debtors.

Second, there are differences in structure between corporate
bond i ssuance and the securitization of assets that results in
i ssuance of certificates to investors.

Corporations, |like other fornms of business, frequently
rai se capital through debt financing. Debt represents
borrowed capital which nust be repaid. In essence, bonds or
debentures are prom ssory notes but contain nore el aborate
provisions than ordinary commercial loans. . . . In order to
borrow funds froma | arge nunber of investors, corporations
and other public issuers contract with a third party to
adm nister a bond issue. This third party acts as the
i ndenture trustee.

r

3 Thomas L. Hazen, The Law of Securities Requlation 8§ 19.1 (4th ed.

2002) (footnote omtted). Thus, the holders of the bonds or
debentures are |like holders of prom ssory notes evidencing debt of

t he i ssuer corporation.
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Where the issuer of corporate bonds becones a debtor in
bankrupt cy, Bankruptcy Rule 3003(c)(5) authorizes an indenture
trustee to file a proof of claimon behalf of all the bond hol ders.
However, “the indenture trustee is not the holder of the claimand,
accordingly, is not entitled to accept or reject a plan.” 4 WIIliam

L. Norton, Jr., Norton Bankruptcy Law and Practice 2d 8 91.19

(1997). The bond holders are entitled to vote their own claimor

interest. Lawence P. King, Collier on Bankruptcy § 1126.02[ 2]

(15th ed. Rev. 2001).
A securitization of assets is a different financing
structure.

A structured financing involving the issuance of asset-
backed securities is a hybrid transaction; it is a cross
between a traditional secured bank credit facility and a
securities offering. Rather than borrowi ng noney directly
froma bank or issuing its own securities to investors, the
conpany causes a separate entity to issue securities backed
by the conpany’s assets.

Al t hough the details of structured financings vary
greatly, the fundanentals of nobst transactions are the sane.
A conpany that generates receivables or |oans (the originator
or originating conpany) transfers a pool of these assets to a
speci al purpose vehicle -- usually a corporation or a grantor
trust. The special purpose vehicle then issues securities,
ei ther debt or equity, backed by the receivables or |loans to
investors. The nonies that the vehicle receives fromthe
investors are used by the special purpose vehicle to pay the
originator for the assets. The cash generated by the assets
is used to nmake principal and interest paynents to the
i nvestors.

Stephen |I. G over, “Structured Finance Goes Chapter 11: Asset
Securitization By Reorgani zation Conpanies,” 47 Bus. Law. 611, 614
(Feb. 1992). 1In an asset securitization, then, the special purpose

vehi cl e, not the conpany that generates the receivables or | oans,

PAGE 8 - MEMORANDUM OPI NI ON




© 00 N o o b~ w N P

N NN N N NN R R R R R R R R R R
o o M WO N P O O 0O N OO oM WO DN P O

i ssues the securities and has the relationship with the investors.
The investors’ right to paynent conmes from cash generated by the
pool ed assets, not fromthe general funds of the originator of the
assets.

That the certificate holders do not have direct rights
agai nst the obligors on the pool ed | oans nakes sense in |ight of the
conplications that would arise if they had such rights. Asset pools
can contain a |l arge nunber of assets. For exanple, the pool of
| oans underlying Trust 3 (Mortgage Pass-Through Certificates Series
1996- C2) contains 300 |oans, only four of which are debtors’ | oans.
Exhi bit 683 at p. 208. Because it would be unw el dy for each of the
certificate holders to have individual rights agai nst each of the
obligors on the 300 | oans, the PSA provides the nmechanismfor
collection efforts, if needed, for the collective benefit of the
certificate holders.’
]

Thus, in a corporate bond issuance, the investor is a
creditor of the corporation that issued the bonds or debentures, and
has a right to paynent fromthe corporation. 1In contrast, in an

asset securitization, the investors’ relationshipis with the

! Al so, as the trusts point out in their brief, the
different trust classes of certificate holders have w dely disparate
econom c interests and would likely vote to protect those interests.
Letter dated October 6, 2002 from Charles R G bbs at pp. 10-11. It
is not clear how votes of certificate holders of the various trust
cl asses woul d be cal cul ated or wei ghed between trust classes in
determ ning the vote of the single bankruptcy plan class for each
nor t gage.
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speci al purpose vehicle to which the originator of the assets (here,
t he banks that took the assignnents of debtors’ |oans fromthe
original lenders) has transferred those assets, and the investors’
right to paynment comes fromthe cash generated by the transferred
assets, not fromthe originator of the assets itself.

Finally, the PSAs in this case do not provide the certificate
hol ders a right to vote on the reorgani zation plan of obligors on
the loans that constitute the asset pool in which the certificate
hol ders hold an interest. The certificate holders have certain
l[imted voting rights, but only as specifically provided in the
PSAs. Exh. 681 at 8§ 10.2. Those rights include the right to vote
to term nate the special servicer on default by the servicer, to
wai ve defaults by the servicer, to renove the trustee for the trust
and appoi nt a successor trustee, and to nake certain [imted
nodi fications to the PSA. 1d. at 88§ 7.1; 7.5; 8.7; 10.7. A
representative of the controlling class of certificate hol ders may
advi se the special servicer with regard to certain actions, and the
speci al servicer may not take certain actions w thout the approval
of the controlling class representative, including nodifying a term
of a nortgage | oan other than the extension of the maturity date for
| ess than one year, and selling a defaulted | oan or accepting
substitute or additional collateral for a nortgage |loan. 1d. at
§ 3.27. The PSAs give the certificate holders rights to advise the
special servicer and to enforce their rights against the special
servicer and the trustee. However, they do not give the certificate

hol ders the right to enforce the pool ed nortgage | oans on their own
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unl ess the trustee has been requested to do so and has refused. [d.
at § 10.2. That has not happened in this case; here, the trustee is
pur sui ng enforcenent on behalf of the certificate holders. Thus,
the certificate holders do not have any rights to vote with regard
to any proposed nodifications to the loans that are contained in
debtors’ proposed plan of reorganization.

Debtors argue that the certificate holders nust be allowed to
vote the trusts’ clains because Criim Mae as special servicer is
obl i gated under the PSAs to reject debtors’ proposed plan. The PSAs
give Criim Mae as special servicer broad authority “to do or cause
to be done any and all things in connection with such servicing and
adm nistration of the Goup 2 Mdrtgage Loans which they nmay deem
necessary or desirable,” subject to certain servicing standards.
E.g., Exh. 681 at T 3.2(a). The PSAs restrict that authority in
certain respects. For exanple, after a default in the paynment of a
bal | oon paynent on a Mdrtgage Loan, Criim ©Me is not permtted to
grant an extension that would extend the maturity date of the |oan
beyond Decenber 15, 2027. 1d. at 8§ 3.12(a). The special servicer
is allowed to waive due on sale clauses and to enter into assunption
agreenents, but if it does so, it “shall not agree to nodify, waive
or anmend, and no assunption or substitution agreenent entered into
pursuant to Section 3.11(a) shall contain any terns that are
different from any termof any G oup 2 Mdrtgage Loan or the rel ated
Note or Mortgage.” [1d. at 8 3.11(d). The special servicer can take
certain actions only if the controlling class representative has

approved such action in witing, including foreclosing on defaulted
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nort gage | oans, nodifying a nonetary termof the nortgage | oan,
“other than a nodification consisting of the extension of the
maturity date of such a Mortgage Loan for one year or less,” selling
a defaul ted nortgage | oan, accepting substitute or additional
collateral for a nortgage |oan, and waiving a due on sale clause or
accepting an assunption agreenent releasing a borrower from
[iability on a nortgage loan. |1d. at 8§ 3.27

Even assum ng that the restrictions contained in the PSAs
effectively preclude Criim Mae fromvoting in favor of debtors’
proposed plan of reorganization, that fact does not |lead to the
conclusion that the certificate holders nust therefore be allowed to
vote the trusts’ clainms. The parties by contract have set out the
rights and obligations of Criim Mae as special servicer. |If the
parties agreed that the special servicer, as the representative of
the trusts’ interests in the pooled assets, can not take certain
actions in connection with the reorgani zati on of an obligor on sone
of the assets in the pool, I know of no | egal theory under which
t hat agreenent shoul d not be enforceabl e between the parties to the
PSAs. The agreenent does not restrict Criim Mie fromvoting on the
proposed plan; it nerely restricts how Criim Me nmay cast that

vote. That is a circunstance debtors may take into consideration in

drafting their proposed plan. [If debtors cannot, or choose not to,
propose a plan containing provisions within the limts of what
Criim Mae may accept, the plan may nonet hel ess be confirmabl e

t hrough “crandown” under § 1129.

CONCLUSI ON
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The certificate holders are not entitled to vote on debtors’
proposed plan of reorgani zation. Therefore, there is no need to
devel op procedures for the transm ssion of the disclosure statenent
and plan to the certificate holders pursuant to Bankruptcy Rule
3017(e). | wll deny debtors’ notion. Counsel for the trusts
shoul d submt an order that denies the Mdtion for Order Determ ning

Procedures for Voting by Beneficial Holders of Trust |ndebtedness.

ELI ZABETH L. PERRI S
Bankr upt cy Judge

ccC: Brad T. Summers
Charles R G bbs
K. C. MDani el
Ti mot hy J. Conway
Charles R Markl ey
United States Trustee
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